US OPERATIONS THE RELATIONSHIP OF SALES AND MARKETING EXPENSES TO HOTEL PERFORMANCE
promotes company performance (e.g., Rust, Moorman, and Dickson 2002) , but service firms have increasingly turned away from short-term, transaction-based marketing in favor of customer-centered approaches, notably loyalty programs (Rust et al. 2004) . As a consequence, hospitality operators are interested in determining the return on investment of such marketing initiatives and the effects of marketing expenditures on the firm's bottom line (e.g., Crosby 1979) . Given the importance of marketing in driving customer demand, it is not surprising that sales and marketing expenses represent the largest nondepartmental costs for U.S. hotels, averaging 7.4 percent of revenues for full-service hotels and 7.9 percent of revenues for limited-service hotels (The Host Study 2006) 
, based on the expense definition in accordance with the Uniform System of Accounts for the Lodging Industry (Hotel Association of New York City 2006).
Research has demonstrated the link between marketing expenditures and a firm's brand equity, but it is not clear how marketing expenses relate to individual hotels' performance. The purpose of this exploratory research is to determine whether there are significant differences in the relationship between sales and marketing expenditures and hotel performance for properties in the different hotel segments, as identified by Smith Travel Research. To account for both the revenue and cost aspects of marketing (Rust et al. 2004) , we investigated the effect of marketing expenses on room revenue and then on net operating income (NOI). We were surprised by some of the findings. Furthermore, we believe that not only will these findings provide insight for developers, owners, and managers, but they will also reveal issues for future study.
Background
Advertising and marketing expenses (including franchise fees and loyalty programs) are among the largest in hotels, second only to payroll. Expenditures by lodging firms on loyalty reward programs have grown along with their popularity (Kumar and Shah 2004; Sharp and Sharp 1997; Mattila 2006) . One study found that nearly two in five customers of ten major hotel brands considered the attractiveness of the loyalty program a key factor in deciding where to stay (Barsky and Nash 2002) . Advertising, on the other hand, is used to enhance brand and hotel recognition and to differentiate a brand or hotel from its competitors. In many industries, including the hospitality industry, product differentiation and the value of brand names are the product of advertising effectiveness. In other words, a high rate of advertising may be closely linked to the brand equity (Chauvin and Hirschey 1993; Reilly, McGann, and Marquardrat 1977; Ho, Keh, and Ong 2005) .
Once basic decisions have been made about a hotel, such as whether to affiliate with a brand through a franchise or a management agreement, some costs are nondiscretionary, such as franchise fees, loyalty program expenses, and franchise and affiliation advertising expenses. However, the nondiscretionary nature of these costs does not necessarily mean they should not be evaluated relative to hotel performance. Managers have greater discretion over other marketing-related decisions, including staffing levels, other advertising, travel, and complimentary services and gifts.
Study of 2,815 Hotels
In our study, we conducted analyses using calendar year 2005 data provided by Smith Travel Research for 2,815 hotels (using SPSS version 15.0). For each hotel, we tallied the number of guest rooms and hotel segment, as denoted by chain scale (i.e., luxury, upper upscale, upscale, midscale with food and beverage [F&B] , midscale without F&B, economy, and independent). In addition, we were provided with 2005 performance figures (occupancy percentage, average daily rate [ADR], room revenue, total revenue, NOI in dollars, NOI percentage of total revenue, marketing payroll and related expenditures, marketing other expenses, and franchise fee expenses).
We therefore were able to evaluate sales and marketing expenses in three categories:
• payroll and related expenses (which we term marketing payroll); • franchise fees including royalty fees (termed franchise fees); and • all other marketing expenses, primarily including loyalty program costs and advertising costs (termed marketing other).
Summary statistics are presented as Exhibit 1.
Analyzing Marketing Expenditures and Room Revenue
In our first analysis, we used room revenue as the dependent variable. Because there is a correlation between the number of rooms in each hotel and each hotel's room revenue (r = .863), all analyses were multilevel regressions in which we first controlled for the number of rooms and then, in step 2, analyzed the effects on room revenue of marketing payroll, marketing other expenses, and franchise fees. By controlling for the number of guest rooms in this fashion, we avoided finding unwarranted positive results simply because larger hotels tend to have higher revenues and expenditures. All changes in the adjusted R-squared were statistically significant when step 2 was added to the model.
Luxury hotels. For the luxury chain scale segment (including such hotel brands as Four Seasons and Ritz-Carlton), the number of guest rooms was a significant, positive predictor of room revenue, as would be expected (standardized B = .177, p < .001). After controlling for this factor, we also found significant positive relationships between room revenue and both marketing payroll (standardized B = .372, p < .001) and marketing other (standardized B = .604, p < .001). Interestingly, we found no significant relationship between franchise fees and room revenue (after controlling for ADR) for luxury NOVEMBER 2008 Cornell Hospitality Quarterly 357 hotels. Marketing other generated the highest beta weight, indicating it had the relatively highest correlation with room revenue (higher than marketing payroll and franchise fees).
Upper upscale. For upper upscale hotels (including such brands as Hyatt and Westin), results were similar to those of luxury hotels. The number of guest rooms was once again a significant, positive predictor of room revenue (standardized B = .321, p < .001). We found significant, positive relationships between both marketing payroll (standardized B = .074, p < .05) and marketing other (standardized B = .589, p < .001) and room revenue. We found no significant relationship between franchise fees and room revenue (after controlling for ADR). Again, the marketing other category generated the highest beta weight.
Upscale. Franchise fees appeared as a significant factor for upscale hotels (including such brands as Courtyard by Marriott and Radisson). Other than that finding, results for upscale chains were similar to those of upper upscale hotels. The significant, positive relationship between franchise fees and room revenue (standardized B = .101, p < .001) stands in contrast to the finding of no significant relationship between marketing payroll and room revenue for hotels in this tier. However, marketing other still generated the highest beta weight (standardized B = .758, p < .001), indicating that it had the relatively highest correlation with room revenue.
Midscale, full service. For midscale hotels with F&B (including such brands as Holiday Inn and Ramada Inn), all marketing expenditures were significantly and positively correlated with room revenue, although the standardized beta coefficient for marketing other was only .423 (p < .001). At that, marketing other still showed a higher beta coefficient than did marketing payroll (standardized B = .298, p < .001) and franchise fees (standardized B = .075, p < .05).
Midscale, limited service. For midscale hotels without F&B (including such brands as Hampton Inns and Fairfield Inns), results were similar to those of upscale hotels, although the standardized beta coefficient for marketing other again was small, at .362 (p < .001), and the beta coefficient for franchise fees was also small, at only .332 (p < .001).
Economy. For economy hotels (including such brands as Motel 6 and Super 8), we found no significant relationship between franchise fees and room revenue. Furthermore, we found a significant and negative relationship between marketing other and room revenue (standardized B = -.225, p < .001) but a marginal positive relationship between marketing payroll and room revenue (standardized B = .149, p < .10). Marketing other had the highest beta. As was also true of the other hotel tiers, there was a significant, positive relationship between the number of guest rooms and room revenue (in the first step) as expected (standardized B = .581, p < .001).
Independents. Independent hotels showed a significant positive relationship between marketing other expenses and room revenue (standardized B = .427, p < .001). Indeed, marketing other had the highest beta weight of all three variables. Moreover, we found no significant relationship between franchise fees and room revenue. (In this instance, franchise fees represent the expense of affiliation with referral groups such as Preferred Hotels.) Nor was there a significant relationship for marketing payroll and room revenue. Oddly, unlike all other chain scale segments, independent hotels showed no significant relationship between the number of guest rooms and room revenue (in the first step).
In summary, our study reveals several significant relationships between some elements of marketing expenditures and room revenue, as follows.
1. Except for economy hotels, we found a significant and positive relationship between marketing other expenses and room revenue for all scale segments, including independent hotels. Higher marketing other expenses are consistent with higher room revenue. 2. There is a significant and positive relationship between marketing payroll and room revenue for the luxury, upper upscale, and midscale with F&B chain scale segments. For these segments, higher marketing payroll is consistent with higher room revenue. However, no such a relationship was found for upscale, midscale without F&B, and independent hotels. Moreover, only a marginal positive relationship was found for economy hotels. 3. There is a significant and positive relationship between franchise fees and room revenue for the upscale, midscale with F&B, and midscale without F&B chain scale segments. Higher franchise fees are consistent with higher room revenue for these three chain scale segments. 4. There is a significant but negative relationship between marketing other expenses and room revenue for economy hotels.
Higher marketing other expenditures are consistent with lower room revenue for economy hotels.
These results are summarized in Exhibit 2.
Analyzing Marketing Expenditures and NOI
In our second analysis, we analyzed the relationship between marketing expenditures as an independent variable and NOI as the dependent variable, again by hotel chain scale segment. As with our first analysis involving room revenue, all analyses were multilevel regressions. In the first step, we controlled for the number of rooms (due to the high correlation between hotel size and NOI), and then in the second step we analyzed the effects of marketing payroll expenditures, marketing other expenses, and franchise fees on NOI percentage. Noting the high correlation between NOI and gross operating profit (GOP), our analyses focused on NOI.
Luxury. For luxury hotels, there was a significant and positive relationship between marketing other and NOI (standardized B = .519, p < .001) after controlling for the number of guest rooms. We also found a significant positive relationship between marketing payroll and NOI (standardized B = .379, p < .001), but no significant relationship between franchise fees and NOI. As with the room revenue analysis, marketing other had the highest beta coefficient for luxury hotels (after
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Upper upscale. For upper upscale hotels, there was a significant and positive relationship between marketing other and NOI (standardized B = .606, p < .001). We also found a significant and positive relationship between marketing payroll and NOI (standardized B = .103, p < .05), but no significant relationship between franchise fees and NOI.
Upscale. The results for upscale hotels were similar to those of luxury and upper upscale hotels, except that the relationship between marketing payroll and NOI was negative. We also found a weak significant relationship between franchise fees and NOI (standardized B = .104, p < .05), indicating that unlike luxury and upper upscale hotels, franchise fee expenditures are associated with increased hotel profit. Marketing other had the highest beta coefficient (standardized B = .820, p < .001).
Midscale, full service. For midscale hotels with F&B, results were similar to upscale hotels, including that marketing other had the highest beta coefficient (standardized B = .446, p < .001), while marketing payroll and franchise fees also had a significant effect on NOI.
Midscale, limited service. For midscale hotels without F&B, results were similar to those for upscale and midscale hotels with F&B, including that marketing other had the highest beta coefficient (standardized B = .300, p < .001).
Economy. Economy hotels, in contrast, showed a significant and negative relationship between marketing other and NOI (standardized B = -.424, p < .001). We found no significant relationship between franchise fees and NOI or between marketing payroll and NOI. These results show that economy, upper upscale, and luxury hotels behave differently than other chain scale segments with regard to marketing expenditures. These hotel types may not benefit from hotel branding in the same way as do hotels in the vast midmarket. This finding is consistent with previous research showing that brand is a significant predictor of market value for hotels in the upscale and midscale tiers, regardless of whether the hotels have F&B. This is not the case, however, for brands of luxury and economy properties. In other words, franchise branding appears to have more influence on profit in the tangle of the middle of the hotel market.
Independents. For independent hotels, we again found a significant and positive relationship between marketing other and NOI, and this beta coefficient was the highest of the three types of marketing expenditures (standardized B = .586, p < .001). There was no significant correlation between marketing payroll and NOI, but there was a significant and negative one between franchise fees and NOI (standardized B = -.103, p < .05). As previously discussed, franchise fees for this hotel type include costs of referral groups, such as Preferred Hotels or Leading Hotels. Thus, we could find no evidence that such costs have a positive effect on the profitability of independent hotels. In summary, our study reveals several significant relationships between marketing expenditures and NOI.
1. There is a significant and positive relationship between marketing other expenditures and NOI for the following segments: luxury, upper upscale, upscale, midscale with F&B, midscale without F&B, and independent hotels. For these tiers, higher marketing other expenditures are consistent with higher NOI. 2. There is a significant but negative relationship between marketing payroll and NOI for economy hotels. Thus, higher marketing payroll is correlated with lower NOI for this chain scale segment. 3. There is a significant and positive relationship between franchise fees and NOI for upscale, midscale with F&B, and midscale without F&B. For these properties, higher franchise fees are consistent with higher NOI. 4. There is a significant but negative relationship between franchise fees (that is, referral fees) and NOI for independent hotels. Higher franchise or referral fees are correlated with lower NOI for this segment.
These results are summarized in Exhibit 3.
Findings of Interest
We consider the following findings to be of considerable interest:
1. Marketing other is an important and relevant expenditure category for nearly all hotels. For both room revenue and NOI, marketing other expenditures was the most important variable studied based on its beta. Hotels in all categories, except for economy properties, enjoyed higher room revenue and profitability when they spent higher amounts on marketing other. Another way of expressing this correlation is that management should consider expenditures for marketing other as its most important marketing investment, as compared with marketing payroll and franchise fees.
2. Marketing payroll expenditures may increase room revenue but might not generate higher NOI for all types of hotels. We found that higher marketing payroll is consistent with higher room revenue for three segments. However, marketing payroll expenditures are related to lower NOI for two chain scale segments and have no significant relationship to NOI for two segments. Specifically, higher marketing payroll expenditures may increase room revenue and NOI for in the luxury, upper upscale, and midscale with F&B hotels, but may not generate sufficient revenue to cover the cost of the higher payroll in the upscale, midscale without F&B, economy, and independent chain scale segments. 3. Looking at franchise fees as a stand-in for hotel brand, we see the importance of branding in the middle of the hotel market, while hotels at the top end and at the budget end of the market seem to stand more on their own (even if they have a brand flag). We say this because we found that higher franchise fees are correlated with higher room revenue and higher NOI for upscale, midscale with F&B, and midscale without F&B hotels. Outside of these "middle" segments, however, higher franchise fees (or referral fees) do not relate with higher room revenue or NOI for luxury, upper upscale, economy, or independent hotels. Another way of expressing this relationship is that there appears to be high levels of value for franchise fees for the "middle" chain scale categories, but not the "upper" (luxury and upper upscale) or "lower" (economy) chain or for independent properties generally.
The Surprising Value of Advertising and Loyalty Programs
The generally high value of increasing marketing other expenditures surprised us, given this element's ability to generate both higher room revenue and higher NOI for virtually all hotel types. On the other hand, managers should regard the marketing payroll carefully. Employing people in the marketing department is necessary to the business, but hoteliers should be wary about allowing expenditures to increase, unless it is clear that higher expenditures in this area draw incremental NOI. Indeed, our data indicate situations in which reducing marketing payroll is appropriate, particularly for midmarket hotels.
The story on franchise fees is mixed. The expense of a brand may be a good value for hotels in the upscale and midmarket segments, but the added expense of a franchise does not seem to improve the bottom line for luxury, upper upscale, economy, and independent hotels. It is interesting and important to note that previous research relates to brand performance measured by brand equity (e.g., O'Neill and Xiao 2006), rather than revenue or profit at the hotel level, which we studied here.
To return to the discussion of loyalty programs that began this article, our analysis revealed the importance of not stinting on marketing other expenses, which include loyalty programs. Loyalty, rather than satisfaction, has become the key strategic goal for many service organizations, including hospitality (Oliver 1999; Srinivasan 2006 ). Strong brands not only foster customer loyalty, but they also enable hospitality operators to apply premium pricing (Prasad and Dev 2000) . In our analysis, the extent of such pricing premiums is exhibited by room revenue.
Our research revealed several surprises as well as the need for additional study. Among the components of sales and marketing costs, marketing other is the most interesting because it is generally associated with both higher room revenue and NOI. Higher spending on marketing payroll results in higher room revenue for most hotels, but some end up with lower NOI in the wake of higher spending on marketing payroll. We think this finding indicates that there may be a precisely appropriate threshold of staffing and payroll cost, possibly lower than currently thought.
Franchise fees offer quite different values among the chain scale segments. Hotels that are able to distinguish themselves based on such factors as service, as is the case with luxury, upper upscale, and independent hotels, or on price, as occurs with economy hotels, receive less benefit from franchise fee expenditures than do hotels in the middle price range. We hope the findings of this exploratory research will offer developers, owners, managers, and researchers insights about sales and marketing expenditures and will stimulate further research on this subject.
